A

L]
A

Approved For Release 2098709/25 : CIA-RDP79R00967A0016000M 94

26 January 1973

MEMORANDUM :
SUBJECT:  Adelman on "Is the Oil Shovrtage Real #

a4

Professor Adelman's sketch of the international oil _
maxket is in some ways a verbal caricature. In broad outline
the reader can recognize the essentizls of the oil industry
as 1t has existed in the past. But as with any caricaturist,
AdeIman has added interpretive fiourishes of his. own desien
which serve to distort reality end which may mislead.

It is perfoctly truc that there is plenty of oil in the
groumd and that -- in that sense -- the “energy shortage" is
a fiction. At current rates of consumption proved reserves
in the world today ave large cnough to last Tor The best part
of a century and new rescrves are certain to be found.

It is also true that the international oil industry is
one of only a limited degree of competition -- the number of .
sellers of crude oil is small, In addition, these intermational
0il companies who extract oil from concessions in the Persian
Gulf, and also in other parts of the Middle Last, Africa,
Latin America, Eurcpe, the US and the Far Bast are aptly
termed '"tax collecting' agencics, for they have paid for
the privilege of exploiting oil deposits in taxes of in-
creasing amounts as the years have passed.

But to claim that "some poworful force has overridden
demand and supply” (p.72) or that demand and supply arve
lrrelevant to the current and expected price of crude oil
(p.77) is poor ecomomics. The conclusion (p,93) that the
balance-of-payments oil deficit can be abolished by getting
US companies out of crude oil marketing is therefore misled
and dangerously misleading.

* M. A Adslman "Te the 0il Shortage Real”, Foreign Affaivs,
Number 9, Winter 1972-73, pp G9-107.
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- An analysis of the forcns o
‘ wnent.  He claims that

oil lies at the heart of Adeinu y

because incromental cosg -~ basic detorainant of suply --

is a negligible part of tho orude oil price, supnly and
Cdemand are not uscful in opiidning the oil industry., ALl

that matters is vhether monopoly will flourish or fade” (p.77).

Producing nations are able to maiutain a wononoly (OPEC) and

get a high price for tholr crude only by using the international

0il commanies. If producing countrics were o narket crude

themselves, tho price would crusbic to a fleor of bare cost,

not cost-plus-taxes which is the floor of the companies. The

hope of greater profits on incrcased sales and the lnowledge

that large buyers have an incentive to scarch for a botter

price means that & seller would have o reduce his price before

his rivals ticd up a good customer. (p.94) . If the cowatry vere

mavketing its own crude, it could afford to lowoer price to the

lovel of bare cost.

“Tecting the price of crude
5 argu

.

-

Historically the world price of crude has never settled at
as low a level as its incramentol cost In the Persion Gulf
heeause the oil industry started in the US waere costs are
higher. Both because of 2 head start and because the US market
as it has developed has made un the bulk of the world market
for oil, incremental cost in the US became the effective floor
price. US commanies oripinally sotght out Near Iastern oil because
its cost was lower. They could afiford to pay a price -- taxes --
for the right to extract Gulf oil up to the difference between
the Gulf cost and the US cost.

Economic texts tell us that when commetition is limited
to a small number of buyers and sellers (Voligopoly'') the price
of a commodity will be higher or lower depending on the bargaining
strength of cach group. The price of OPEC crude has been held

. down until recently because of the superior bareaining position
of the international commanies. As long as conslderable excess
crude producing capacity existed in the US (as it did until the
early 1960's), the OPEC coumtries were not able to raise the
price of thelr crude to the level of the US cost, Waen with
rising oil demand that excess capacity disappeared, OPEC oil
could no longer be replaced from US sources and barpaining
strength shifted to the comtries. They are now, through
‘Thigher taxes, feos, "particivation’’ and such devices, in the
process of raising their take to the limit,
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"US crude oil output has passes

ccould be extracted in the U9 Tow about 55 a }
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Lhu Iimit is no lon sor incremental cost in 'i:he b:> buc:..wo

rison to the cost of altermative crerpy sources such d& .mu.lo
oil or nfuclear encrey. It Les beon estimated t}
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limit to taxes and foos which the G
cach barrel of oil prodoced Fron ’s;h
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O"T,C is sow«:u by wmpc:»u:t cconomists who recosnize that
the mx‘..u.. valtie of a resource which exists in Lmtcd supply
riscs with c&o'nund.f‘ Thvs oven 4f COPEC should fail to act as
a monopolist, rising demand woull force the price of OPEC oil
un.  Someone ’."cmld always be wiliine o off YT TOTe money for
the right o cxtmct .Lc., S0 longy as cost taxes paid for

) 1 i3
OPEC 0il is less than uf.C‘ cost of the n aut best alternative --
now probably shale oil, ' '
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Lest this aiy 50“‘@ m'e:i’;:,;y acadomic and apart from
weality, it is v Qm;‘ adding that PO ‘m with I‘Lcmfz GapiTionco

in the International oil i ustry © T OPEC commtrics
do behave in just this fashicn.  Arah govornnonts in their
tax demands on the CoEpanies judge what the market will beay

by looking at tie costs of ailemintive erergy supplies --
and cite them to the company representatives,

In brief Adelman has scy iously neplected the vole of
increasing world demand for oil, ie alse == aid porhaps
cmsecuwntly == has used both the wrong model and the Wrons
data, He has used a compotitive i odel and incremental cost
from the Gulf, 1'.nc11 one is intevested in the world oil market
one must recognize the facts of the limited nuwibors of 1 DUyeETs
and sellers of crude (a m 1’ﬂl of cligopoly) and the cost of the

next best world-wide alternative. But ~= nevhaps his worst sin

of all -- Adelman has ﬂ.aohmt’?u that Arabs are stupid. Those
who control OPEC have shown cvery evidence of tho opposite.

& Thig pmrmp.’iez was first enunciatad move than o ocntum "y ago

by David Ricardo, an early “m:w/’; ecgromist, teatlfuing
before the Paviiene b, The Brivish wewe havi Lng problans

with inflation even then and were espeetally am:wmaad ove
rising food prisca. lany erities had elatmed that Za::cZZom?o
were to blama for it all because they vora c*rm*_y/,n/; aworbitant
rante for the uee of tholv land. E’um@c?o in iig tagtimony
comuentad "Corn 1o not dsay beoausa vent 1o vaid; rather pont
18 patd becauss corn ia deare.” We ecould paraephrace and cay
"O0LL 18 not Wigh because taves are paid; rather taxes e
paid beoause oil ig Zzzgh. " A
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